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SAUDI ARABIA: KEY ECONOMIC INDICATORS 

(in billions of current U.S. dollars) 
Exchange Rate 
1985/86 US $1 3.65 riyals 
1987 US $1 3.75 rivyais 

1985/86 1987 
(Estimated ) 

Income and Production 
Gross Domestic Product 80 65 
Per Capita GDP ** $8,900 $7,250 
Non-0il GDP 68% 70% 


Government Budget 
Budgeted Revenue $5 31 


Budgeted Expenditure 55 45 
Budgeted Surplus/Deficit 0 -14 
Total Actual Revenue 36 (est) 30 
Oil Revenue 24 (est) 17 
Actual Expenditure 50 (est) 45 
Surplus/Deficit -14 (est)-15 


Money, Prices (end of period) 1984 1986 
Money Supply (M3) 41.8 ‘ 42.9 
Commercial Bank Reserves ior 1.85 
Government (SAMA) Foreign Assets 114.0 87.0 
Commercial Bank Foreign Assets 20.85 ‘“ Aoi 
Consumer Prices (1983=100) : 93.0 


Balance of Payments and Trade 198 


Balance of Payments Deficit 

Exports ; ‘ 16. 
To U.S. ‘ r 4. 

Imports (CIF) ; ‘ 18. 
From U.S. (CIF) ‘ ‘ a 

U.S. Share (3%) ; ‘ 17. 


0il Production 
Million Barrels p/day .0 ; 4.5 


Principal imports from the U.S.: aircraft and parts, agricultural and 
refrigeration machinery, autos, computers. 


Principal exports to the U.S.: petroleum and refined products 


*Saudi Fiscal Years: 
1985/86 - March 22, 1985 - March 10, 1986 
1986 - March 11, 1986 - December 30, 1986 (figures annualized) 
1987 - December 31, 1986 - December 30, 1987 
(Starting in 1987, the Saudi Arabian Government will use the 365-day Zodiacal 
calendar which closely approximates the Gregorian calendar year.) 


**Per capita GDP figures are based on a Saudi population of 9 million, 


including temporary foreign workers. Actual total population figures are 
not known. 


Sources: Official sources (SAMA and IMF statistical reports), Embassy 
estimates 





SUMMARY 


Saudi Arabia's recession continued for the fourth consecutive year, but the 
rate of contraction has slowed. Imports dropped 17.3 percent in 1986 
compared to a fall of 27.9 percent in 1985. Inventories have been reduced, 
and businesses have begun to restock. Government spending was about $45 
billion in 1986 and should remain at that level in 1987. The Embassy 
estimates the government deficit exceeded $15 billion in 1986 and will be 
about the same in 1987. 


The dismissal of veteran Petroleum and Mineral Resources Minister Ahmed Zaki 
Yamani and his replacement by Planning Minister Hisham Nazer on October 30, 
1986, signified a shift in pricing policy by Saudi Arabia. King Fahd's 
public efforts to raise prices up to $18 a barrel succeeded in December when 
OPEC agreed to phase out nethback pricing by February 1987 and return to a 
fixed price system based on an $18 benchmark. Oil prices quickly rose in 
response to the agreement, and by early 1987 they reached OPEC's $18 target. 
Saudi Arabia's production did not reach its quota level until May 1987 but 
was at 4.3 million barrels a day in August and was expected to remain close 
to that level for the rest of 1987. Most petroleum analysts expect prices to 
hold firm through 1988. 


The stable level of government spending and the government's apparent success 
in raising oil prices suggest that the rate of contraction should diminish 
further in 1987, although growth is unlikely to resume until 1988. 
Businessmen report renewed confidence in the economy. Saudi Arabia's 
economic prospects are good because of its small native population of six 


million, its modern infrastructure, and its 170 billion barrels in petroleum 
reserves. Investment opportunities for well-capitalized and experienced 
firms exist, and the government is promoting joint ventures between Saudi and 
foreign firms. Attractive opportunities exist in supplying equipment and 
services for health care, operations and maintenance, computers, data 
communication and security, agriculture, and defense-related sectors. 


PART A - CURRENT ECONOMIC SITUATION AND TRENDS 


1986: Low Oil Prices Lead to Greater Retrenchment: Uncertainties about the 
price of oil led the King to delay his announcement of the 1987 budget for 
almost 10 months, until December 31, 1986. The government has not announced 
its expenditures for the 10 month period between March 11 - December 31, 1986 
(corresponding to the first 10 months of fiscal year 1986/87 under the 
Islamic calendar), but the Embassy estimates that expenditures were 
approximately SR 170 billion (USD 45 billion) on an annual basis. 


Total GDP for 1986 was about $70 billion. GDP dropped about 12 percent in 
1986 compared to a 13 percent decline the previous year. Petroleum revenues 
were down sharply because of low petroleum prices in the summer of 1986. 


Investment income also fell as official foreign assets were drawn down to 
finance the budget deficit. 





The government has managed the recession hy cutting back on large projects 
and non-Saudi employment while preserving the welfare of Saudi citizens. 
Managerial positions occupied by foreigners have been cut, thus freeing 
funds to increase the number of Saudis at the entry level. Project spending 
has declined for 4 years in a row in most sectors. Total government 
spending has fallen by over 30 percent since 1983/84, but spending on wages 
has grown because the government has absorbed many recent university 
graduates into the civil service. The Embassy estimates that about half of 
the year's male college graduates, some 7000 people, were hired by the 
government in 1986. Government spending on subsidies has dropped only 
slightly. Efforts to raise electricity rates, in order to reduce operating 
losses, have met with strong public resistance. 


SUCCESS IN STABILIZING OIL PRICES: Saudi Arabia's economic fortunes remain 
inextricably linked to the world oil market. Oil production dropped from 
just under 10 million barrels a day (MBD) in the early eighties down to two 
MBD in mid-1985 because of a glut in world oil markets and Saudi willingness 
to act as OPEC's swing producer. In an effort to regain market share, Saudi 
Arabia abandoned its swing producer role in late 1985 and began to sell oil 
at a price determined by the spot prices of refined petroleum products. 
During much of 1986, this policy pushed the country's output above 5 MBD but 
forced world prices below $10 a barrel. The unexpected firing of Oil 
Minister Zaki Yamani and his replacement by Planning Minister Hisham Nazer 
made plain the King's leading role in determining oil policy, especially in 
the effort to stabilize prices at the $18 a barrel level. 


Current Saudi oil policy has two goals: to generate sufficient oil revenues 
to meet domestic economic needs and to maintain market stability and oil 
prices near current levels. The government hopes that the current price 
level will discourage development of non-OPEC oil supplies and slow the 
growth of petroleum substitutes while encouraging increased consumption in 
the industrialized world. Policymakers believe that a steady oil policy 
will generate enough funds to allow Saudi Arabia to manage the present 
economic downturn until the early 1990s when demand for Saudi oil is 
expected to rise rapidly and prices to increase. 


Production in June and July 1987 reached 4 MBD, but it had been below Saudi 
Arabia's 4.133 MBD quota level earlier in 1987. Saudi production hit its 
low point in March at 2.9 MBD. With August production over 4.3 MBD, the 
market has reacted well to Saudi Arabia's new 4.343 MBD production ceiling 
for the last two quarters of 1987. This level was set at the June 25-27 
OPEC ministerial meeting. 


1987: SLOWER RATE OF CONTRACTION BUT GROWTH UNLIKELY: The reduced rate of 
economic contraction in 1986 is a positive sign, but growth is unlikely to 
resume until 1988. Petroleum production close to the Saudi OPEC quota 
level, the likely stabilization of government spending at the 1986 level, 
reduced speculation against the riyal, and the government's efforts to 
remove bank-client disputes from the Islamic courts are positive signs. 





The return to normal budget accounting has also encouraged increased 
confidence. Money supply growth for the first quarter of 1987 was larger 
than usual, reflecting increased liquidity after the budget was announced. 
The government apparently injected several billion dollars into the economy 
in late 1986 to pay government bills and is reportedly planning a similar 
release of funds this year. Business is more confident that some of the 
over $10 billion in disputed payments will be resolved. 


Saudi Arabia's 1987 budget is based on oil revenues of $17.3 billion. While 
this estimate of oil revenues will be close to actual levels--the Embassy 
currently estimates petroleum revenues of $16.8 billion for 1987--the 
government's projections of revenues from investment earnings, taxes, and 
fees may be too high. Saudi policymakers have announced they will draw down 
official foreign assets to finance the projected $14 billion budget deficit 
rather than resort to the unpopular alternatives of foreign borrowing or 
raising taxes. A comparison of the budgetary breakdown with actual spending 
levels in 1985/86 indicates that the government hopes to maintain 
expenditures on defense and security, sharply increase spending on 


administration, and preserve its policy of promoting manpower development 
and social welfare. 


High levels of petroleum production in the early 1980s enabled Saudi Arabia 
to amass huge financial reserves which have softened the effects of the 
economic downturn. For the past 4 years, annual budget deficits of over $10 
billion and current account deficits of over $15 billion have reduced the 
level of official assets by over $60 billion. Some of these losses have ~- 


been recovered through investment gains and changes in the mix of 
currencies. The Embassy estimates that Saudi Arabia's liquid official 
foreign assets are about $60-$70 billion. 


Expatriate wages fell by about 30 percent in 1986 and will continue to fall, 
albeit at a slower rate. Private employers have generally chosen to reduce 
wages rather than send their employees home. Foreign managers have been the 
target of cost-cutting efforts because of their higher salaries. The 
Embassy estimates there are about 3.9 million foreigners in Saudi Arabia, 
3.3 million of them foreign workers. Efforts to reduce the size of the 
foreign work force are having only limited success, as more expensive 
Western and Arab expatriates are being replaced by less costly Asian workers. 


The government is trying to encourage the private sector to assume a more 
prominent role in the economy, but the response thus far has not been 
encouraging. The number of licenses issued for industrial ventures dropped 
from 320 in 1984, to 206 in 1985, and to 194 in 1986. At the Saudi 
Industrial Development Fund (SIDF), the main source of financing for 
industrial ventures, loan repayments exceed disbursements. Joint-venture 
licensing fell from 40 in 1984, to 14 in 1985, but picked up in 1986 to 20, 
with additional recovery in the first quarter of 1987. The government has 
begun to promote joint venture arrangements with foreign firms, and 
announced in July an infusion of $2 billion over 3 years into the SIDF. 





At the same time it announced plans to transfer the functions of Commercial 
Dispute Settlement Committees to the Grievance Board, which reports directly 
to the King. Businessmen consider this a positive move to improve the 
settlement of commercial disputes. 


There has been an upward trend in stock prices since late 1986. New stock 
issues have been announced, including the long-awaited one for the al-Rajhi 
investment house, which will become the country's third largest bank. 


IMPACT OF THE RECESSION ON THE PRIVATE SECTOR: Payment delays seem to be 
acute in some government ministries but do not occur in others. Some 
ministries are reluctant to close out projects, forcing firms to do 
additional work or maintenance to obtain their final payment from the 
government. Construction dropped 20 percent in 1986, continuing its sharp 
contraction of recent years. Total spending on operations and maintenance 
appears to have declined, despite the growing need for maintenance as 
infrastructure projects are completed. However, during the last 4 years, 
expenditures on operations and maintenance have increased in several 
sectors, including the large categories of internal security, defense, and 
health and social development. 


Wholesale and retail trading have picked up as shop owners have begun to 
restock. Although retail establishments have suffered from the departure of 
high-income expatriates who spend much of their income locally, 
unaccompanied workers take advantage of the variety and low cost of 
household appliances and equipment to send such wares back home. 


Retail prices in most categories have fallen, compensating somewhat for wage 
reductions. The exceptions are major household appliances and entertainment 
equipment, which have risen because of the stronger yen. 


In agriculture, the huge inventories of agricultural equipment have 
apparently now been reduced. The government has tried to pay farmers on 
time for this year's harvest, but the agricultural sector remains weak and 
heavily subsidized. The wheat subsidy alone cost the government about $700 
million in 1986, and subsidies on barley imports cost around $320 million. 
Continued surplus wheat production prompted the government to introduce a 
domestic barley subsidy and to order the five major public producers to 
convert their wheat farms to 66 percent wheat and 33 percent barley. Still, 
this year's harvest will be close to last year's 2.3 million tons. 


Saudi Arabia is likely to produce more than its domestic wheat requirement 
of 900,000 tons a year for years to come. Recently, the government has been 
relatively successful in getting rid of its surplus wheat through sales and 
donations. The Embassy estimates the Saudis will have approximately 1.6 
million tons in storage by the end of the 1987 harvest season. Combined 
public and private storage capacity is 2.3 million tons, and plans are under 
way to build additional silos to store another million tons of wheat. 
Construction is expected to be finished by the end of 1987, when total silo 
storage capacity will come to around 3.25 million tons. 





The picture for non-oil industries, a small percentage of the economy, has 
been mixed. With large surpluses on hand, cement producers have asked for 
protective tariffs or quotas, alleging dumping in the Saudi market. The 
Saudi Arabian Basic Industries Corporation (SABIC) is performing well, and 
earned SR 200 million ($53 million) net profit from its 1986 sales of 
downstream petrochemicals. The government is searching for foreign markets 
for SABIC products, including new ones like the People's Republic of China. 


The government has taken steps to encourage banks to increase lending. In 
March 1987, the government decided to establish a committee under the 
supervision of the Saudi Arabian Monetary Agency (SAMA) to adjudicate 
disputes between bankers and their clients. In recent years, a number of 
borrowers had successfully petitioned the Islamic religious courts to set 
aside their interest payments to local banks. This process contributed to a 
cautious lending policy by local banks. The formation of the three-member 
committee, which will reportedly meet by the fall of 1987, has been welcomed 
by local bankers. Four hundred interest-related cases have already been 
moved from the commercial courts to the SAMA committee. The committee will 
be able to prohibit a borrower from bidding on government contracts, prevent 
him from leaving the country, or impose other administrative sanctions. The 
ability of this committee to discourage borrowers from taking their cases to 
the religious courts remains to be seen. 


Commercial banking remains depressed. For those banks reporting by June 
1987, profits fell 44 percent on average in 1986, compared to 48 percent in 
1985. Provisions for bad loans were up 24 percent in 1986, following a 46 
percent increase in 1985. Despite new Ministry of Finance regulations to 
encourage provisioning by treating it as a tax-deductible loss, two 
joint-venture banks decreased their provisions during 1986. Other banks 
reported an increase in provisions for bad loans. 


PART B - IMPLICATIONS FOR THE UNITED STATES 


Saudi Arabia continues to be a large market for U.S. exports and continues 
to provide good sales and investment prospects for competitive American 
firms. However, the boom period, when operating profits averaged 100 
percent or more, is over. The costs of doing business in Saudi Arabia have 
also declined, as rents, wages, and the prices of goods and services have 
fallen. Several companies are considering Saudi Arabia as their regional 
base of operations. 


According to the official Saudi statistics (c.i.f. basis and excluding 
military purchases), the United States regained its position as largest 
supplier of goods to Saudi Arabia, with exports of $3.3 billion in 1986. 

The U.S. share was 17 percent in 1985 and rose to 17.4 percent in 1986. The 
Japanese share fell from 19 percent in 1985 to 15.7 percent in 1986 as the 
high-priced yen began to have an impact. Since overall Saudi imports 
declined by 17 percent, imports from the United States declined in 1986 
despite the increased market share. 





The United States and the Gulf Cooperation Council (GCC), of which Saudi 
Arabia is a member, have held three meetings since December 1985 to discuss 
trade, investment, and energy issues. These talks have focused on the 
exchange of information, the possible mutual reduction of trade barriers, 
and the improvement of investment regimes. These discussions offer an 
opportunity for agreements in trade, investment, and taxation which could 
improve the commercial environment and promote closer economic ties between 
the GCC and the United States. 


Exchange rate movements have created favorable opportunities for U.S. goods 
because the Saudi riyal is closely tied to the U.S. dollar. Based on 
average exchange rate figures published by the International Monetary . 

the riyal depreciated against the U.S. dollar by 2.2 percent in 1986. 

the same time, as a consequence of the significant devaluation of the 
dollar, the riyal declined 31 percent against the yen, 28 percent against 
the German mark, 14 percent against the pound and 25 percent against the 
French franc. This has put Japanese, German, British and French goods at a 
competitive disadvantage vis-a-vis U.S. goods. The full effect of this 
devaluation against major world currencies was cushioned in 1986 through 
favorable financing terms and trimming of profit margins by Japanese and 
European firms. But in 1987, with the continued devaluation of the U.S. 
dollar and less slack for other countries to resist the impact of 
devaluation, American companies should improve their margins significantly. 


There continues to be a high degree of liquidity in the economy. Banks have 
large liquid assets outside the country that could, potentially, be 

tapped. Many Saudis have substantial liquid assets as well. This has been 
evident on the commercial section's Foreign Buyer Program delegations when 
Saudi customers offer to pay cash and show little interest in discussing 
credit terms. There is considerable money in the private sector available 
for attractive investment projects. 


The government remains strongly committed to the free enterprise system of 
economic organization. This means that individual Saudis are basically free 
to engage in whatever business pursuits they wish and that the government is 
purposely curtailing its involvement and intervention in the economy. 


There is continuing progress in achieving greater economic integration 
within the Gulf Cooperation Council. Moves to facilitate transit of goods 
and allow free investment in member countries by nationals of other GCC 
countries have been undertaken. Closer coordination of exchange rates is 
under discussion and a major project exemplifying the closer ties among GCC 
countries was completed last year--the Bahrain causeway. The causeway, the 
longest bridge in the world, opened in early 1987 and has already stimulated 
tourism in Bahrain and retail sales in the Eastern Province of Saudi Arabia 
(as Bahrain's prices are about 25 percent higher than Saudi prices). 


Saudi businessmen are now more interested. in talking to foreign firms about 
sound projects and ideas. The elimination of poorly run firms during the 
recession has left American businesses in an excellent position to profit 





from renewed growth. Business services, such as management consulting, 
marketing, and computerized inventory control and billing, are enjoying 


sudden interest. Many firms are exploring the possibility of exporting to 
neighboring countries. 


U.S. exporters and investors, however, should be aware that the legal system 
is a difficult one for foreign companies. In the event of a dispute, the 
Saudi sponsor can hold passports and refuse to obtain exit visas. There can 
be extended legal delays. There is no right of discovery in Saudi courts 
and frequent difficulty in gaining execution of a judgment if the courts 


return a favorable verdict. To date, the Saudi Government has not accepted 
international arbitration. 


Protection is increasing. Although most items still enter duty free, the 
general tariff has risen to 7 percent. National industries, if they gain 
protection, will generally get a 20 percent tariff. Curiously, this is not 
an "infant industry" case. Rather the position seems to be a reward for 
local firms that can prove they have at least 50 percent of the market. In 
addition to the notion that a national industry may have earned protection, 


20 percent tariff applications are increasingly citing dumping as a 
justification. 


There has also been a steady increase in non-tariff barriers such as more 
stringent application of preference rules for national products, continued 
application of the 30 percent rule for contractors, prohibition on imports 
of certain items where there is domestic excess capacity (such as, flour, 


dates, eggs, and poultry), and standards that effectively discriminate in 
favor of local production. 


Bureaucratic infringement on business activity is increasing. For example, 
it is becoming more difficult to transfer employee sponsorship. Employee 
travel within Saudi Arabia is more regulated. Product standards are more 
stringently enforced, frequently in an arbitrary fashion, and contracts are 
subjected to closer scrutiny. These developments, among others, are more 


attributable to the proliferation of bureaucratic layers than resistance to 
foreign involvement. 


The military-related offset industrial programs have not advanced as swiftly 
as hoped. The Boeing Industrial Technology Group (BITG), which heads up 
much of the Peace Shield Offset programs, is about 6 months behind its 
development timetable. However, detailed feasibility studies have been 
approved in principle by the BITG offset committee: Al-Salam Aircraft 
Company (aircraft overhaul), with equity of about $30 million; Advanced 
Electronics Center, with equity of about $40 million; Aircraft Accessories 
Company with equity of about $10 million; International Systems Engineering 
(a computer center) with about $3 million in equity; and Middle East 
Propulsion Center, with equity of $58 million. There will also be an 
industrial offset for the recent $7 billion purchase of British fighter 
planes. However, negotiations with the British on the offset provisions 
are expected to be protracted. 
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BEST PROSPECTS FOR U.S. PRODUCT AND SERVICE EXPORTS 


The Embassy's Commercial Section has identified several sectors as 
particularly attractive for U.S. companies for the coming years. 


Health Care: The market for health care supplies and services remains the 
most attractive, expanding at a rate of 10 percent a year. Planning of 
hospital construction continues and primary health-care facilities are 
increasing. Prospects for U.S.-produced specialty equipment, devices, 
pharmaceuticals, diagnostic reagents, and laboratory and surgical 
instruments are promising. (There are several medical consumable/disposable 
industrial projects under review.) U.S. services suppliers, particularly in 
hospital management, administration, health care planning and consultancy 
and training, are finding opportunities because of their recognized high 
quality, provided they remain price competitive. 


Operations and Maintenance (06M): Although the decline in oil revenues and 
tougher bidding procedures will affect this sector in the next few years, 
technical O&M opportunities will remain attractive to U.S. firms. The 
government has spent $250 billion on infrastructure over the past 10 years 
and will be devoting a significant share of its budget to O&M projects. 
While small cleaning and maintenance jobs are typically reserved for Saudi 
firms, specialized high-tech opportunities, areas in which U.S. firms 
traditionally excel, are available. These include operations and 
"turnaround" management in agricultural, computer, and telecommunications 
projects. Temporary plant shutdown maintenance is becoming a significant 
specialty field in petroleum-related industries. 


Computers, Data Communication, and Security Equipment: Saudi Arabia 
continues to offer good potential for U.S. suppliers of computer hardware, 
software, and electronic data processing training. Government users seek 
modern information systems for education and research, civil administration 
and management of public sector entities in transportation, 
telecommunications, electricity, water, and health care. Other customers 
include ARAMCO, which uses "Supercomputers" for oil field exploration, 
mapping, and reservoir management; banking and financial institutions; and 
the many contractors, retailers, wholesalers, and manufacturers who need 
minicomputers, microcomputers and software to boost productivity through 
automation and maintain output while trimming labor costs. Saudi Arabia's 
excellent telecommunications network has bolstered demand for data 
communications equipment, especially modems, controller and terminal 
networks. Increasingly significant markets exist for industrial security 
equipment, such as computerized access control devices, computer literacy, 
database management and word processing, office and secretarial skills, 
electrical maintenance, industrial equipment and process operations, 
management and accoumting, and specialty technical fields ranging from 
fire-fighting to aircraft maintenance. Enhancement of scientific and 
technical programs in schools, universities and other institutions, 
particularly training, offers additional opportunities. 





Agriculture: Despite the weaknesses in the agricultural sector and the 
cutbacks in government subsidies and price supports, agro-industrial 
projects involving food packaging and processing, marketing, water 
conservation (such as drip irrigation), greenhouse growing of horticultural 
products, fish-farming and farm-management have potential. These plus 
selective product technologies in replacement and spare parts for farm 
equipment, chemical-based fertilizers, pesticides and soil conditioners will 
find ready markets. Diversification of crops, and more recently, the 
creation of a National Seed Company and National Food Processing Company, 
underscore the progression of Saudi agriculture from simple production to a 
more sophisticated, vertically integrated sector. 


Other Sectors: U.S. suppliers of defense-related products and services 
should continue to find opportunities in Saudi Arabia's security program. 
Process control machinery and technology for secondary and downstream 
petrochemicals and equipment for non-oil mineral resources extraction also 
offer U.S. firms opportunities where they traditionally have had a healthy 
competitive advantage. Technical training of Saudis remains a key business 
opportunity. 
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